temporary financing gap,' on the assumption that this would lead developing countries to self sustained growth that would later allow them to repay the loans. More than trillion dollars were transferred from developed to developing countries over the past 50 years and most of it was lost. 26 Currently, $54 billion are transferred annually through the World Bank and the International Monetary Fund (IMF) alone, and more is transferred through private institutions.
27
Most of the money transfers were meant to achieve growth, with very little success. The
World Bank and the IMF pursued an ambitious plan of making developing countries improve their institutions and policies by conditioning loans given to them on implementing reforms. 28 These loans were named "adjustment loans". Overall, conditioning aid on the fulfillment of certain institutional and policy changes was not successful. Most countries did not comply, used the money to finance current consumption instead of promoting growth, and were later unable to service the debts, which were eventually forgiven. By September 2002 $37.2 billion of debt were forgiven, and the total amount of debt forgiveness is planned to be more than $50 billion.
29
Where did the money go? Some of it helped alleviate immediate needs such as relieving famine, but most of it was wasted. Used to build unnecessary wasteful projects such as new capital cities, 30 extravagant projects such as dams 31 and finance corruption.
32 26 See The Quest for Growth, supra note 21, at 33 (stating that $1 trillion, measured in 1985 dollars, were transferred between 1950 and 1995 stating that the financing gap approach was one of the largest policy experiments ever based on a single economic theory). 27 World Bank report supra note 2. 28 The World Bank's main goal is to fight poverty in the world, and the IMF's purpose is bailing countries out of short-run crises. Both institutions employ dedicated, hard working, economists and lawyers who travel around the world and advise developing countries' governments on fiscal and macro-economic matters, mostly in an effort to help those countries achieve sustained economic growth. 29 www.worldbank.org/HIPC 30 Such as Brasilia the capital of Brazil. 31 E.g., Akosombo Dam on the Volta River in Ghana. 32 There are numerous anecdotes. The rulers of some of the world's poorest nations have stolen from them billions of dollars. For example, Mobuto Sese Seko the president of Zaire took to himself the entire gold mining region of Kilo-Moto, and on another transaction sold to a German company the rights to an area in the size of West-Germany itself, taking the money to his own personal accounts. See Robin Theobold, Corruption, Development, and Underdevelopment 97 (Duke University Press, 1990) . See also Hernando De Soto, The Other Path (Harper and Row, 1989 ) (describing an interesting experiment he conducted in Peru, starting a small garment factory and measuring the costs of complying with government bureaucracy when starting a business. In the process he was asked to pay bribes 10 times.); For a review of economic So how can the developed countries help promote sustained growth in the developing countries? The answer might lie in our modern understanding of what causes growth:
sound institutions and technological progress. In this paper I build on these new theories in proposing to promote growth in developing countries using the tax systems: The tax systems of the developing countries as well as the international tax regime.
The second half of Part II deals with the new growth theories. According to the new growth theories technology is the engine of growth. This was already recognized by the advanced neo-classical growth theories. But unlike those theories, which assumed that policies cannot affect the technological progress (i.e., that it is exogenous to the model),
the new theories recognized that policies such as promoting research and development can increase the rate of technological progress, or in other words, increase the production of ideas. A new idea allows a given bundle of inputs to produce more or better output.
Growth promoting ideas range from Henry Ford's assembly lines and mass production techniques, to inventing new software, to coming up with the idea of having a drivethrough window in fast food restaurants, or using the double entry method for bookkeeping. Ideas are non-rivalrous, meaning that the use of an idea by one person does not preclude its use by another, and tend to be only partially excludable. The degree to which a good is excludable is the degree to which the owner of the good can charge a fee for its use. The marginal cost of most ideas is zero. E.g., once new software is invented, additional copies can be created costlessly. Such characteristics of increasing returns to scale make ideas a powerful engine of growth. On the other hand, the government must intervene to allow inventors to cover their costs and capture at least some of the benefits their ideas produce. Otherwise, there would be little incentive to invent. The development of intellectual property rights, a cumulative process that occurred over centuries, has probably played a critical role in sparking the Industrial Revolution and is responsible for modern economic growth. 33 Usually, inventors do not capture the full value of their inventions and society benefits from positive externalities (spillovers effects example is the invention of sea navigation. Up until the middle of the 18 th century, sea travelers were unable to determine the longitude. 35 A generous prize (20,000 pounds) offered by the British Board of Longitude drove a clockmaker named John Harisson to spend many years building a chronometer that solved the navigation problem. It is clear that the prize could not reflect the huge benefit to society (and not only the British society) in terms of greater international trade and other spillover effects that accurate navigation entails.
36
Most of the world's technological progress takes place in about 20 countries. It is then transferred through international trade, cross border education, and foreign direct investments (FDI) to other parts of the world. FDI is an important avenue, especially when it comes to knowledge such as management techniques and blueprints.
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Only a small fraction of the world's FDI is located in developing countries, 38 and multinational corporations (MNCs) are the main carriers of FDI. 39 They bring the host economies valuable tangible and intangible assets such as capital, technology, market 34 Zvi Griliches, The Search for R&D Spillovers, 94 Scandinavian Journal of Economics 29. 35 This was why Columbus mistakenly thought he found a new route to India. 36 In fact, John Harisson was viciously denied the prize for many years after making his fabulous invention and finally received it by a special Act of Parliament. See Heather & Mervyn Hobden , John Harrison and the Problem of Longitude (The Cosmic Elk, 2002) . 37 FDI is formally defined as ownership of assets in one country by resident of another for purposes of controlling the use of those assets. The aspect of 'control' distinguishes FDI from portfolio investment, which is simply the establishment of a claim on asset for the purpose of realizing some return. Flows, 2001 (SCB 2002 . 38 In 1990, countries that were not OECD members (i.e., a very broad definition of developing countries) received roughly 15 percent of the $200 billion of world FDI. See James Hines, Tax Sparing and FDI in Developing Countries, in International Taxation and Multinational Activity 39 (James Hines ed., University of Chicago Press, 2001) . 39 See the World Investment Report 1 (UNCTAD, 2002) ("Recent estimates suggest there are about 65,000 multinational corporations today, with about 850,000 foreign affiliates across the globe. Their economic impact can be measured in different ways. In 2001, foreign affiliates accounted for about 54 million employees, compared to 24 million in 1990; their sales of almost $19 trillion were more than twice as high as world exports in 2001, compared to 1990 when both were roughly equal; and the stock of outward foreign direct investment increased from $1.7 trillion to $6.6 trillion over the same period. Foreign affiliates now account for one-tenth of world GDP and one-third of world exports.").
access, and management skills. FDI in general, and FDI by MNCs in particular, can strengthen, or even build, economic markets and institutions (achieve "market discipline") in developing countries that benefit from spillovers (positive externalities) by the MNCs' existence and activities.
The thesis offered in this Article is based on a three-level proposal. The proposal is modular, i.e., the first stage is the basis, and the two other levels are merely additions.
Part III describes the first stage, which is limited to what developing countries can do on their own as a form of self-help. They can attract foreign direct investments by offering tax incentives. This is widely considered to be a bad policy, and therefore a main goal of this Article is to explain why this might be a good policy for developing countries to adopt.
Alternatively, they could attract FDI by offering zero, or very low, corporate tax rates.
Ideally such low corporate tax rates would not be offered to activities involving 'economic rent' such as mining, and to retail activities, e.g., a Coca-Cola plant that is located in a developing country simply to sell its products to the domestic market. Such low tax rate should ideally be offered only to corporations in sectors that entail spillover effects. Eliminating all, or most, of the corporate tax would require reliance on alternative revenue sources. My point is that the greater marginal attraction of FDI entailing spillover effects, i.e., promoting growth in developing countries, justifies a move from taxing corporate income to greater reliance on consumption taxes. What is the tax incidence of the corporate tax, i.e., who bears the tax economic (as opposed to formal)
burden is an open question in developed as well as developing countries. But, in general, it is assumed that in developing countries, 50 percent of the corporate tax is shifted to consumers and 50 percent is borne by the owners of capital in the economy. Therefore, the corporate tax incidence is assumed to be more regressive in developing countries than it is in developed countries. To the extent that developed countries tax their residents on their income generated in developing countries, and give credit for taxes imposed by the developing countries, tax incentives or low corporate tax rates fail to attract investments, and are net transfers from the developing country to the Treasuries of the developed countries. As detailed in Part IV, this is not a significant phenomenon, but to the extent it exists, the second, and the more ambitious, level of my proposal applies, requiring the active support of the developed countries.
I do not propose to ask developed countries to increase the amounts that they transfer to developing countries, 41 but to change the mixture of their contributions. Instead of contributing only money, I propose that some of the aid will be given through their tax systems, in the form of giving up some tax revenue. The tax revenue given up would not be transferred to the governments of the developing countries, but instead would be given to the investors who invest in developing countries. This might seem like a counterintuitive argument since usually direct grants are considered to be superior to tax subsidies, 42 but a closer examination would reveal the difference on the recipient side.
Instead of giving all the foreign aid money to the governments I propose to give some of it to a certain type of private market players whose profit-seeking activity in the developing countries is an important key to those countries' economic growth. Moreover, as will be explained in this paper, replacing some of the direct transfers from rich to poor countries, with indirect transfers carried through the international tax laws (i.e., replacing money contributions with tax revenue losses incurred by the rich countries) is a more efficient way to promote economic growth in developing countries then the current provision of grants.
Part IV describes the third stage to my proposal, which is limiting the abilities of developed countries to engage in tax competition over FDI with developing countries, and limiting the abilities of developing countries to engage in tax competition one against universal support… embodied both in the model tax treaties developed by the Organization for Economic Co-operation and Development (OECD) and the United Nations and in the multitude of bilateral treaties that are based on those models."). 44 Active business income is taxed in the country in which it originates (the source country) and passive income, such as dividends, interest, royalties and capital gains, is taxed in the country in which the recipient of the income resides (the residence country). Countries either exempt their residents' active foreign sourced income, or give them a tax credit for foreign taxes paid if they tax the worldwide income of their residents (or citizens as in the case of the U.S.). The source (location) of active business income is defined in tax treaties as income generated by a "permanent establishment," or, in U.S. terms, "effectively connected with the conduct of a trade or business in the United States." There are important exceptions to these rules, and a variety of flaws, but they are not relevant to the argument made in this paper. 45 With the minor exception, that the imposition of the burden of alleviating double taxation on the residence country, in the case of an active business income, was meant to give an advantage to poor countries, as they are more likely to be the source countries, while the investors will typically come from the rich countries. ability to offer tax advantages to FDI that developed countries are prohibited from offering.
Both sides to the tax competition debate agree that tax competition on portfolio investment is harmful. In fact, both sides correctly view it as a problem of tax evasion.
My proposal deals with FDI and not with portfolio investment, but since developing countries are especially harmed by tax evasion of portfolio investment income, I devote a short part of this paper, Part V, to analyze proposals to curb this type of tax competition, followed by a short Conclusion.
The ideology on which my proposal is based has two guiding principles. The first is that close economic contact between the industrial core and the developing periphery is the best way to accelerate the transfer of technology, which is the sine qua non for making poor economies rich. Hence all barriers to international trade should be eliminated as fast as possible, 51 and developing countries must attract FDI. The second is that governments in general, and in developing countries in particular, lack the capacity to run large industrial and commercial enterprises; hence, save for core missions of income distribution, social insurance, public-good infrastructure, administration of justice, and a few others, governments should shrink and privatize.
An interesting aspect to my proposal is that attracting FDI to developing countries clearly serves an equity (inter-nation redistribution) end. But, at the same time it is also efficient from the world's perspective, i.e., even developed countries would be made better-off.
The reason is that spreading the knowledge and sharing it with greater numbers of the world's population increases the likelihood that new ideas will be created, as ideas are used as platforms to new further reaching ideas. I.e., greater technological progress will be made, and since technology transfers from one country to another, all the countries in the world, including the developed countries, would benefit from the policy proposed in this paper.
51 A well known, widely recognized, and important policy that is not the subject of this paper.
II. GROWTH THEORIES AND FOREIGN DIRECT INVESTMENT (FDI)
The Neoclassical Growth Models
The first post-Keynesian growth theory is known as the Harrod-Domar model.
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According to this model, all that the government had to do in order to secure growth was to invest in machines. More machines meant greater output (GDP 
The New Growth Theories
The main theory is one of intentional endogenous technological progress. There is assumed to be a separate technology sector in the economy that supplies the other sectors with new technologies. Producers pay the technology sector for the right to use the technology. These are monopoly profits because information has no opportunity cost.
The basic assumption is that the technology producers have some control over the access to the information. The producers must charge a price above marginal cost for what they produce, i.e., take advantage of the imperfect competition. Otherwise the technology producers would not generate enough income to cover their costs, including the initial investment in new technology. However, in addition to the private, proprietary component, innovation also has a public component (externality) that increases the productivity of all subsequent innovation projects. 60 This offsets the tendency toward decreasing productivity of new investments in innovative activity, and allows innovation production -and hence growth -to go on. In these models the rate of growth depends on the amount of resources devoted to innovation activity (e.g., R&D); the degree to which new technology can be privately appropriated; and the time horizon of investors. High- , 23, 29 (1994) (answering that the assumption of a common rate of technological progress in all 98 countries included in the study over 25 years "is simply indefensible," and that "The rate at which producers in Japan have acquired new technologies, be they technologies that were new to the global economy or those that were new only to the local economy or the individual firm, has been markedly different from the rate of technology acquisition in Chad, for example."). It seems that most of the literature that mentioned this debate tended to agree with Grossman and Helpman on this point but view Mankiw et al. paper as giving those who find it very difficult to depart from the neo-classical model, a respectable excuse to cling to it. 60 A classic example is Isaac Newton's famous, modest, saying: "If I have been able to see further, it was only because I stood on the shoulders of giants," referring to previous scientists such as Copernicus, Galileo and Kepler. growth also implies high-growth in physical capital, but unlike the previous models, in this model it is a result, not a cause, of technological progress. Even though innovation activity usually involves great amounts of risk and only a small percentage of R&D projects succeed, the actual success is not an exogenous event. Actions affect the chances of innovation and discovery. The more firms invest time and money to achieve technological progress, the more technological progress will take place.
The scope of technology progress in these models is very comprehensive and raises many fascinating legal and economic issues. As Paul Romer comments, this model allows policy-makers to do something more insightful than the standard neo-classical prescription: more saving and more schooling. The examples he provides include: giving tax subsidies for private research, antitrust exemptions for research joint ventures, the effect of government procurement, the feedback between trade policy and innovation, the scope of protection for intellectual property rights, the links between private firms and universities, the mechanisms for selecting the research areas that receive public support, the cost and benefits of an explicit government led technology policy, and last but not least -the activities of multinational enterprizes. This is where this Article fits in. I suggest using these profit maximizers to stimulate technological processes in, and transfer technological knowledge to, developing countries. My definition of "technology process" is as wide as could be. Imitation, adaptation of Western technology to the unique national circumstances, 61 and innovation. The types of knowledge include modes of organization, blueprints, patents, manufacturing methods, marketing, product design, and any other knowledge that could promote growth.
One of the major channels for technology diffusion from developed to developing countries is foreign direct investment (FDI) by multinational corporations (MNCs element. Another important mechanism is that FDI raises the productivity of domestic research and development activities.
A different kind of productivity spillover takes place when domestic firms learn from the export activities of MNCs or their host subsidiaries through information externalities.
Exporting involves fixed costs, such as establishing distribution networks, transport infrastructures, marketing and market research, coping with regulation, and more. MNCs already have knowledge and experience in these fields and have established networks and procedures of managing those international transactions. Domestic firms can piggyback on some of these investments, such as those in infrastructure, and can benefit from some of the marketing that the MNCs created for the developing countries' market. In addition, information such as technologies and management techniques often leak through local clients, suppliers and MNC's workers.
In general, spillovers often take the form of imitation. Products, processes, managerial and organizational methods can all be reverse engineered if complicated or imitated if simple. Another important source of spillovers is working for the MNC. To the extent that the MNC supplies its local employees with general training, i.e., training that would be useful to them out of the specific workplace. When employees leave the MNC to existing domestic firms, or to start their own firms, large spillovers take place, since they carry with them knowledge of new technology or new management techniques, and gradually the MNC will face fierce competition from domestic firms using its own methods and unprotected technology. This is in fact a form of an implicit tax that the MNC is paying when it chooses to come to a developing country and employ local employees. Some argue that this is the most important channel for spillovers. and in the case of a developing country that hopes to use FDI spillovers to acquire a more advanced comparative advantage -in particular, require active participation on behalf of the local firms. The ability and motivation of the domestic firms to engage in investment and learning to absorb the foreign knowledge and skills is a central determinant of whether or not the potential spillovers will be realized. Therefore, the developing country has to do more than merely attracting FDI in order to benefit from the FDI's spillovers. It has to provide its local firms with good incentives to increase the chances of knowledge absorption. This can be done, for example, by offering tax incentives to locals as well as to foreign firms, or by using non-tax measures such as subsidized or free training and by requiring the foreign investors to employ and train local employees.
Lastly, hosting multinationals' activity can help developing countries keep their more competent residents from immigrating to developed countries, a wide spread phenomena known as the "brain drain." 76 The better-educated people are attracted to developed countries where their higher education level can be matched, yield higher returns, and allow them to benefit from higher standards of living. Multinationals create a working environment that is more likely to provide the better-educated individuals the kind of opportunity that will keep them in their home countries.
Surely, attracting FDI is not the only way in which technology could transfer from developed to developing countries. As mentioned above trade is one important route and education is another. There are institutions such as the Fulbright scholarships that finance the studies of carefully selected individuals from developing countries in leading universities in developed countries, conditioning the finance on students' return to their countries of origin shortly after they have complete their studies. Such schemes could be run on much larger scale funded by the developed countries in an effort to promote growth in developing countries. But, first, this type of scheme is much more limited in scope, compared to the different types of spillover effects that FDI might entail; second it 76 The economic damage suffered by developing countries when their better skilled individuals migrate developed countries was estimated to be many billions of dollars, greater than the amount of the foreign aid given by developed countries to developing countries. For an ingenious proposal to compensate developing countries for this loss, by taxing the individual emigrants and their employers see Taxing the Brain Drain (Jagdish Bhagwati & Mrtin Partington Eds., North-Holland Publishing Company, 1976) .
is impossible to prevent the educated people in developing countries from immigrating to developed countries a year or two later, and third, it requires the goodwill and action of the developed countries, while attracting FDI can be initiated and carried through by the developing country itself.
III. TAX INCENTIVES
The standard arguments against the use of tax incentives Id., id., reviewing the literature as stating that tax incentives "are bad in practice, being both ineffective and inefficient. They are ineffective in that tax considerations are only rarely a major determinant in FDI decisions; they are inefficient because their cost, in terms of revenue forgone, often far exceeds any benefits they might produce."
(c) One should deal directly with the problems that make developing countries less attractive for investments, instead of trying to compensate for the disadvantages by offering tax incentives.
Tax incentives distort behavior
The first argument, that tax incentives are inefficient because they distort behavior is obviously wrong. Tax incentives are meant to distort behavior. They are meant to attract investments that otherwise would not have taken place. This does not mean they are inefficient. If investments did not take place because of certain market inefficiencies (e.g., asymmetric information between potential investors in developed countries and entrepreneurs in developing countries, or incomplete world capital markets), or if the FDI attracted by the tax incentives entail positive externalities (as described in Part II above), tax incentives that "distort behavior" are efficient, i.e., increase social welfare.
Moreover, another way to look at it from an efficiency point of view is that taxes on capital distort investment behavior; hence, the tax incentives (to the extent they do not result in negative tax rates) reduce economic distortions. with the fact that these are very hard goals to achieve and in many cases government officials lack the correct set of incentives to do that. Tax incentives, like any other intervention in the market, are justified if required to correct market inefficiencies, or in the case of positive externalities. My core assumption in this paper is that FDI entail such positive externalities (productivity spillovers). As in any other case of positive externality, the amount of FDI, with no government intervention, would be socially suboptimal since the foreign investors cannot capture the full gains of their investments.
Tax incentive are ineffective and harmful
According to one, possibly extreme, yet, well-known model, the developing country, assumed to be a small open economy, cannot tax the FDI at all. Capital is mobile and the tax burden will be shifted to immobile factors in the developing country, such as land and labor, as their marginal product falls when the capital stock declines. It would be more efficient to explicitly exempt the FDI from tax, except for the taxation of economic rents, 87 Even under my proposal, tax incentives should not be used to compensate for deficiencies in the way the tax provisions are drafted. The costs of designing, implementing and monitoring the tax incentive provisions could be spent on improving the design, implementation and monitoring of the regular tax provisions. 88 FDI Statistics, Division on Investment, Technology, and Enterprise Development (UNCTAD, 2002). Overall, countries in the category of "developing countries", which includes countries such as Hong-Kong, Singapore, Taiwan and South-Korea, benefited from $225 billion of FDI inflows. The countries that attracted most FDI offer significant tax incentives.
and impose taxes on the immobile factors directly. 89 Taking this last point to the extreme, the real issue that is being raised by the third argument is a question of subsidy, not tax.
The question is how much should the developing country pay in order to attract FDI. The payment is formally done through the tax system, as the country does not impose tax (or imposes a low tax). But, in substance, the subsidy is paid to the foreign investor by offering it the use of infrastructure that was financed by the domestic taxpayers without charging the investor for the use.
Moreover, (and this is true even if we do not assume that any tax imposed by developing countries is shifted to labor and land income,) the question is not a question of theory, but is a factual one. I therefore disagree with the literature that rejects the use of tax incentives based on the principle (i.e., a theoretical "truth") that countries should deal with their weaknesses in a direct manner, instead of "patching it up" with tax incentives.
Tax incentives cannot be ruled out on theoretical grounds. It is a question of marginal cost/benefit analysis, comparing the cost and benefits of using the marginal dollar to directly "build sound institutions" on the one hand, and attracting FDI on the other hand.
The answer would vary from case to case depending on what is the next item on the agenda of "building sound institutions" compared to what spillovers are expected to take place from investing the next dollar in tax incentives to attract FDI.
I maintain that both avenues are important, and that it is unlikely that the marginal efficiency of direct government actions to build sound institutions is so high that no money at all should be spent on attracting FDI.
There are two ways in which the government could use its money to promote growth. It could use it to build infrastructure, invest in education, reduce distorting taxes, and do all the other good things we refer to as "building good institutions." On the other hand, the money could be used to attract FDI that entail productivity spillovers. It is very difficult 89 The only exception is when the investor's home country taxes the investor on its worldwide income and provides the investor with a tax credit for foreign taxpayers paid, and the investor is in a position that enables it to use the tax credit (known as 'excess limit position' to measure the exact marginal costs and benefits of these two options. I assume that both avenues to promote growth involve diminishing marginal returns. Therefore, it seems reasonable to argue that some degree of this type of tax incentives is justified (in addition to certain tax incentives that come at no cost, as will be explained below). Exactly how much, is a complicated question that requires a careful analysis of each specific case.
Moreover, one of the basic claims I make in this paper is that the first avenue -building good institutions -is very taxing on the government. The experience of the past 50 years teaches us that governments in many developing countries are not doing a good job in building such sound institutions, and the gap in growth rates (and even more so in absolute living standards) is widening. The advantage of using the tax incentives avenue is that it requires less from the developing countries governments. Unfortunately, the spillovers are not automatic. The developing country must invest in education, and build the right set of incentives for individuals to succeed, but it is far less demanding than building the good institutions in isolation from the world. Trade with other countries is one way in which the developing country can benefit from spillovers, and FDI is another.
The theoretical case for using some of the tax revenue to attract FDI seems to me to be quite compelling. The mere fact that multinationals will benefit from it does not mean that it comes at the expense of the developing countries. Voluntary economic transactions are mutually beneficial. Multinationals could exploit the developing countries only if there was some inherent difference in the bargaining positions. As long as there are enough players on both sides -multinationals and developing countries -multinationals are not likely to have the power to exploit developing countries and dissipate the entire surplus generated by the investment transaction, i.e., force developing countries to pay for the spillovers they gain.
90 90 In Part IV below, I propose a mechanism that would allow developing countries to form a "cartel" that will give them a bargaining position advantage over the multinationals, if we assume that both parties are otherwise on equal bargaining positions. If we assume that multinationals have an advantage due to a relatively small number of players, which causes a phenomenon such as a prisoner's dilemma (harmful tax competition), then the proposed mechanism will offset this advantage.
There are cases in which tax incentives are always good, 91 and no cost/benefit analysis is required. These are tax incentives that satisfy the following two conditions:
(1) They attract FDI that otherwise would not have been made; and (2) They do not involve a transfer of tax revenue from domestic taxpayers to the foreign investors. No such transfer takes place if the foreign investor pays taxes that cover the costs of the infrastructure and any other costs that the developing country incurs due to the direct foreign investment existence and activities.
Alternatively, the foreign investor might not pay any taxes, but if practically all that it uses are pure public goods, it imposes no marginal costs on the developing country, and therefore, tax incentives that attract such marginal FDI are always justified. They come at no cost to the local taxpayer; yet, entail spillovers (positive externalities) and promote growth.
The use of tax incentives could be justified even if some of the investments that benefit from them would have taken place without the tax incentives, if the administrative costs of using separate tax rules for different investors are high, and the overall outcome is justified under a cost/benefit analysis.
Tax Incentives Versus Low Corporate Income Tax Rate
Tax incentives are tax provisions that deviate from the base line provisions. Therefore, by definition, tax incentives have to be targeted at specific types of investors and/or specific types of investments. Targeting makes tax incentives a much more powerful (cost effective) policy tool than an across-the-board low corporate income tax rate (or a zero tax rate) assuming that the policymaker knows what types of investment involve the greatest positive spillovers.
It is often assumed that investments in plant and equipment in medium and high tech industries promote growth. Attracting such investments can be done through faster-thaneconomic cost recovery of such investments and/or the provision of various forms of 91 Assuming they are well designed to avoid manipulation. investment allowances or tax credits. 92 Allowing the taxpayer to deduct (or even expense, i.e., deduct it all in the first year) education and training investments, or providing the employer with tax credits for such investments can apply these forms of tax incentives to investments in human capital as well.
The disadvantage of targeting is that policymakers cannot be expected to estimate correctly which types of investments would have the greatest positive spillovers. As explained in Part II supra, the spillovers can take a wide variety of forms, such as knowledge of management techniques, market discipline, blueprints, and all kinds of subtle advances that are not necessarily captured when tax incentives are restricted to investments in plant, equipment and job training. Conventional tax incentives, targeted at investments in machines, are based on rationales such as the Harrod-Domar formula (capital formation) or technology transfers. But, foreign direct investments, in almost any economic sector, enable the host economies to absorb and adopt best international practices in terms of governance and other institutional structures. Hence, optimally tailoring tax incentives to lure foreign direct investments that have the greatest potential spillover effects is a very complicated task.
It might be easier for a policymaker to identify a good potential investment once they see it, instead of defining a category of "good investments." This calls for a case-by-case discretionary decision. 93 But, there are many disadvantages to such a regime. First, it is more difficult to market this type of tax incentives to potential investors, who might be unaware of the potential tax incentives. It therefore fits mostly large investments since the investors in such cases are more likely to "shop around." Second, the advantage over the "general category tax incentives" mentioned above, is limited, since policymakers might not be able to correctly assess the potential spillovers even when they examine a specific investment. Lastly, the most acute disadvantage of discretionary tax incentives, especially . 93 This would also allow the government officials who are taking the decision to check if the investor would be taxed by its home country and be eligible for a foreign tax credit. In such a case imposing a tax that would be offset by the foreign tax credit available to the investor would be optimal from the host country's point of view.
in developing countries, is that they are susceptible to corruption. In fact, discretionary application of tax incentives was found to be one of the most important contributing factors to corruption in many countries.
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Therefore, I maintain that a general corporate income tax rate reduction, although conventionally considered to be the worst type of tax incentive, 95 is a viable possibility to attract FDI that promote growth. 96 If we think that FDI spillovers are large enough and are generated by a wide range of activities that cannot be reasonably expected to be well defined by policymakers in developing countries, then maybe it is not such a bad form of tax incentive after all.
Tax holidays are usually targeted at production activities as this type of activities are more likely to entail spillovers and since retail enterprises can be expected to locate in their consumer markets even without tax incentives. Such a limitation seems to be warranted, and even though it is likely to generate litigation by taxpayers trying to broaden the definition of the term "production" or "manufacturing" by means of court interpretation, these costs are likely to be justified compared to the benefits of raising tax revenue from corporations that locate in the developing country in order to sell their services or products to the local consumers.
A problem with tax holidays is that if they are restricted to foreign investors, they either create a competitive disadvantage to domestic firms, or are relatively easy to abuse by domestic taxpayers forming foreign corporations and investing as 'foreigners' in their own country ('round tripping'.) These problems could be mitigated, assuming that the tax holiday (or a general low corporate income tax rate) applies to domestic taxpayers as products in the domestic market, or are otherwise isolated from the domestic market ('ring fenced') and effective anti-avoidance measures are in place.
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Another potential problem with tax holidays arises when they are limited by time. In general, I do not propose such limitation, and it is possible that this means that what I am proposing should not be considered 'tax holiday'. In the case such time limitation is imposed, due for example to a desire to make it politically easy to terminate if the policy is found to be unsuccessful, then it is important to design the tax holiday in a way that would not make FDI less attractive than the regular tax system. This could happen, for example, by disallowing the foreign taxpayer to deduct depreciation when the tax holiday is over. Allowing the deduction is necessary in the case of FDI start up, since during the tax holiday period the net earnings were likely to be low or even negative because of the depreciation.
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Tax holidays result in greater revenue loss compared to other, more targeted, forms of tax incentives. They are offered to investors who would invest even in the absence of tax incentives. The revenue loss can be reduced by limiting the tax holiday in time or by restricting the amount of revenue that is exempt from tax. An elegant way of doing that is giving the investor a large tax credit that is a fixed sum determined when the investment is made. Assuming that the corporate income tax is at a uniform rate, as is usually the case, such a tax credit is equivalent to a tax rate reduction (possibly to zero if the credit is greater than the taxable income). The unused amount of the tax credit is rolled over to the following tax year to be used to offset that year's taxable income. The taxpayer computes its tax liability every year under the regular tax system, and is then allowed to offset it with whatever is left of its tax credit amount. If the policymaker wishes to impose further limitations, it can allow the use of only a limited amount of the tax credit each year, thus extending the period in which the tax incentive will be in effect. Once the tax credit is diminished, the investment is taxed under the normal tax rate. This type of limitation (especially in terms of preventing abuse) might be too administratively demanding for some developing countries. Moreover, it obviously makes the investment less attractive as the investors know that by the end of the time period (or amount of tax credit) the enterprise will be subject to regular tax rates. This might attract more investments of a type that can be easily relocated at the end of the tax incentives' period, a phenomenon that is usually considered to be undesirable.
99
Therefore, a simple across-the-board rate reduction might be a good policy option after all. 100 A zero tax rate is less recommended since imposing some tax forces the taxpayers to report to the tax authorities, thus providing the government with information that is relevant to the monitoring and reassessment of the tax incentive regime.
The revenue loss, from offering the tax incentive to investments that would have been taken in the absence of the tax incentive, might be worth the simplicity, i.e., savings in administrative costs of implementing and monitoring a (targeted) tax incentive system.
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Giving up the ability to impose corporate income tax on domestic taxpayers
This is by far the most troubling aspect of using tax incentives (or low corporate tax rate) 1999) . 100 The low rate should not apply (unless administrative costs of differentiating are too high) to activities involving 'economic rent' such as mining, and to retail activities (e.g., a Coca Cola plant that is located in a developing country simply to sell its products to the domestic market). 101 This is often done in the domestic context. When the policymaker wants to provide poor people with a certain good, say, free or subsidized milk in schools, it provides it universally instead of targeting it at the poor alone. This is wasteful in the sense that the rich receive the subsidy as well. But, targeting it at the poor would be even more expensive as it will involve a variety of costs. taxpayers might be desirable in order not to put them at a competitive disadvantage relative to the FDI with respect to the local markets, and in order to place them at a good starting point to absorb spillovers with respect to export activity.
Losing the ability to impose regular corporate income tax rates on domestic taxpayers might not be too harmful, for the following reason. Shifting from income to consumption tax is usually considered efficient but regressive, since capital tends to be concentrated with the rich, and exempting capital income from tax 102 obviously benefits them. But, the regressivity can be offset by a more progressive use of the tax revenue generated from other sources, i.e., through the expenditure side of the national budget. 103 Moreover, there are differences between the incidences of taxes in developed and developing countries. According to Shah and Whalley, the incidence of corporate income tax in developing countries makes it somewhat regressive. 104 Replacing the (regressive) corporate income tax with greater reliance on the regressive consumption tax, might not add much, if at all, to the overall regressivity of the tax system, even without adjusting the budget's expenditure side. Hence, a shift to consumption tax might be justified, if the tax incentives indeed attract FDI that result in spillovers that promote growth. Moreover, one of the current differences between tax systems in developed and developing countries is that rich countries rely on individual income taxes while developing countries rely on corporate income taxes. 105 If reducing the corporate income tax rates will force developing countries to exert greater efforts to tax individual income taxes, and domestic taxpayers would not be exempted from tax, it would make their tax systems closer to those of developed countries, and since we usually assume that developed countries adopt better policies, this might not be a bad outcome.
102 That is the difference between income and consumption tax bases. 103 It would be essential to prevent individuals from transforming their labor income into corporate retained earnings, and receive their income in the form of exempt capital gains. A corporate cash flow tax, which levies zero tax on marginal investment in net present value terms but collects some tax on economic rents, could be the optimal solution. See Zee, Stotsky & Ley, supra note 92, at 104 See supra note 40. 105 See Robin Burgess & Nicholas Stern, Taxation and Development, 31 Journal of Economic Literature 762, 776 (1993) ("For rich countries (>$6,000) personal income taxes, to a substantial extent, replace taxes on corporations."). Developing countries obtain most of their tax revenues from equal shares of consumption taxes, trade taxes and income taxes (mostly corporate income tax). Developed countries, on the other hand, obtain 36% of their revenue from individual income taxes, 29% from consumption taxes and about 29% from social security contributions. Id., at 775.
Another potential harmful effect the use of tax incentives might involve is greater corruption and rent seeking behavior on the part of government officials. Limiting the discretion given to officials, such as by legislating the tax incentive, or using a universal low corporate tax rate, could help in minimizing the problem. In addition, one should take into account the goal this policy is trying to achieve -which is promoting growth in developing countries. Other methods that are being used to achieve this goal, such as the provision of grants or loans to the governments of developing countries to promote growth by government projects, seem to me to be at least as susceptible to corruption and rent seeking behavior. Tax incentives, if carefully designed, are probably less vulnerable to corruption than most other available options.
IV. EQUITY BASED TAX EXPENDITURES AND THE INTERNATIONAL TAX REGIME
One of the current disadvantages of tax incentives is that their benefits might not accrue to the investor, as it will be taxed away by its country of residence. This might take place if the investor is a resident of a country, such as the United States, the United Kingdom, or Japan, that imposes tax on its residents' worldwide income and relieves double taxation by providing tax credit for foreign tax paid [hereinafter: FTC countries]. 106 The host country's tax incentives reduce the foreign tax paid by the investor, but also reduce the foreign tax credit given to the investor by the residence country. Under such a scenario, the investor does not benefit from the tax incentive, and therefore, the tax incentives are ineffective in attracting FDI.
This harsh result, from the investor's and the host country's point of view, can be mitigated if the investor incorporates in the host country, or channels the FDI through an entity incorporated in a third country that exempts foreign income from tax. 107 Most FTC countries tax the income of foreign subsidiaries only when the income is repatriated to the resident parent company in the form of dividends, interest, royalties, or capital gains.
Moreover, FTC countries, such as the United States, often allow their resident corporations to pool together their foreign incomes from different foreign countries, and apply a foreign tax credit to all of them. Since the amount of foreign tax that can be credited against the resident country's tax liability is limited by the tax rate of the resident country, corporations that have foreign sourced income, that was subject to foreign taxes at tax rates that were higher than the rates imposed by the resident countries, cannot credit the full foreign tax paid against the resident country's tax. These corporations are in 'excess credit position.' Such corporations benefit from tax incentives offered to them by the host countries in which they invest, since the income they generate in those countries is added to the foreign sourced income that they generate in high tax countries.
Hence, the total foreign tax rate is reduced, as it is the average of the tax rates of the high and low tax countries, enabling the corporation to fully credit the foreign taxes paid against its resident country tax.
Empirical studies support the assumption that U.S. resident corporations do not pay U.S.
effective tax rates on their foreign source income, although they are formally taxed by the United States on their worldwide income. Or, in other words, tax incentives benefit the investors and not the investors' country of residence.
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The actual division of the host country's tax concessions between the investors and their home FTC countries is unknown. It is possible that some of the benefit accrues to the home country. This happens when the foreign subsidiaries repatriate profits to the parent company, or when FDI are carried through a branch and the investor is in 'excess limit position', i.e., no averaging with investments in high tax countries took place.
Moreover, to benefit from tax incentives, investors have to incur some transaction costs.
If they prefer to operate through foreign branches, they are limited in their investment choices, as they have to invest at a certain ratio of high to low tax countries to avoid both excess credit and excess limit positions. If they have too much income in a high tax country they get into an excess credit position, i.e., are unable to get credit for the full foreign tax paid. If on the other hand, they have too much income in low tax countries they get into an excess limit position, and lose some of the tax savings offered to them by the low tax host countries, to their home countries' Treasuries.
If they operate through foreign subsidiaries they suffer from a cash flow constraint, as they cannot repatriate the foreign profits to the parent corporation without paying the home country tax. Moreover, they might have to compromise in terms of accepting less preferred corporate and securities laws, and suffer from many other undesirable legal or economic applications that operating through a foreign subsidiary might involve. In developing countries it could be long waiting periods for registration, various fees, greater risk of appropriation by the government, etc. If they operate through an entity incorporated in a third country, they run the risk of anti-avoidance provisions, e.g., antitreaty-shopping rules, bearing various legal and accounting costs.
I therefore propose that FTC countries that are home countries of investors (mostly multinationals) making FDI in developing countries, should either exempt, or apply 'tax sparing' provision to, income generated in the developing countries.
This will make FDI in developing countries that offer tax incentives more attractive for the following two reasons. First, it will save the costs, mentioned above, that are currently incurred to avoid the home country tax. Second, to the extent that investors pay tax to their home country on their foreign sourced income from developing countries, this proposal will save them the tax, i.e., direct the tax incentive benefits to the investor and not to its home country's Treasury.
The proposal transfers revenue from the Treasuries of developed countries to their resident multinationals that make FDI in developing countries. It is an indirect transfer to developing countries, as it increases the attraction of their tax incentives. It is equivalent to giving the governments of the developing countries targeted aid, i.e., money they can use only to attract FDI. 109 Alternatively one could suggest that developed countries give their resident MNCs direct grants, instead of tax exemption (or tax sparing), to the extent they invest in developing countries. As mentioned above, in essence the two alternatives are equivalent. The differences are in the administrative details. Direct grant has the advantage of promoting FDI to an unlimited extent because operating through the tax system limits the size of the grant to the difference in tax rates. A direct grant on the other hand, could be as high as the developed countries wish it to be. The advantages of operating through the tax system are saving the transaction costs mentioned above, e.g., the need to average investments in low and high tax rate countries if operating through branches, or incorporating and refraining from repatriation of profits if operating through a subsidiary. 110 Moreover, it seems likely that by giving MNCs direct grants we would
give them greater ability to divert the funds to their operations in developed countries, making only minimal investments in developing countries, as it might be difficult to establish workable rules that link the grants to FDI in developing countries. Exempting the tax on the other hand, establishes a direct link between the FDI in developing countries and the subsidy, as it is only the income generated by that FDI that benefits from the tax break.
The transfers from rich to poor countries can be further intensified by imposing limitation on rich countries' abilities to engage in tax competition with poor countries. 111 Tax   109 Usually we do not believe in these types of targeted aid, though they are quite prevalent, e.g., food stamps. But, the relative incompetence of developing countries in promoting growth (and maybe the incompetence of any government when compared to the operations of a free market,) based on the experience of the past 50 years, leads me to suggest this proposal, which may be viewed as 'paternalistic.' 110 Operating through the tax system in this case has the same administrative elegance of a negative income tax system, or a refundable credit. Instead of imposing a full tax and giving a cash grant, i.e., two separate administratively costly transactions, we have only one transaction, giving a tax break. 111 Those, such as the EU and the OECD, which advocate tax harmonization, would welcome the proposal, as their main concern is the tax competition among developed countries.
harmonization can be justified (in addition to any other justification) as part of an internation equity regime transferring wealth from developed to developing countries. Developing countries might engage in tax competition as well, undercutting each other's tax preferences. To the extent that we see it as harmful tax competition, we might want to 112 These proposals are based on the notion of 'offering a carrot' to MNCs to direct FDI to developing countries. The tax system is used as an instrument increasing the rate of return on investments in developing countries. To the extent these proposals require cooperation and goodwill on behalf of the developed countries, similar results could be achieved using a 'stick' instead of the 'carrot'. Developed countries could agree to regulate their R&D activity carried by their residents so that some of it would have to be transferred to developing countries. This would require the cooperation of all, or most, of the developed countries, but if done could be more effective than the tax avenue. 113 Ireland's low corporate tax rate is not considered to be a form of harmful tax competition according to the EU and OECD definitions, because it is not limited to foreign investors. See OECD report supra note 114 See for example, Switzerland and Luxemburg's clever move to abstain instead of veto the OECD report suggesting to eliminate preferential tax regimes. By abstaining they did not prevent the adoption of the report by other OECD Member countries. Such adoption by the other OECD would increase the relative attraction force of these two countries. See OECD Report, supra note 48, at 78.
apply similar anti-tax competition rules to developing countries, thus establishing two different harmonized tax levels. One for developed countries and the other for developing countries.
The division between developed and developing countries could be done based on GDP per capita. In contrast to domestic tax and transfer systems that might induce low income people to quit work in order to qualify for subsidies or direct transfers, similar phenomenon is unlikely to take place in the inter-nation redistribution system. Countries will not reduce their GDP per capita to benefit from the proposed transfer. Yet, some arbitrary (unfair) cutting point would have to be established, as gradual rate implementation would seems to be too complicated.
Unfortunately, very complicated rules would be required to prevent channeling of investments in developed countries through developing countries to take advantage of the tax exemption or tax sparing provisions. Other complicated rules would be required to assess the effective tax rates, taking into account statutory tax rates, tax base (as it can be eroded by measures such as accelerated depreciation deductions), and non-tax subsidies to investments. The various harmonization proposals deal with many of these issues, and some helpful provisions already exist under current laws.
The proposal could be implemented gradually through bilateral treaty network between developed and developing countries, assuming that a significant number of the strongest economies, such as the OECD, or the United States together with the EU and Japan, will be the first to sign such treaties. Multilateral agreement (GAAT for taxes) would be much more suitable, and the establishment of an organization equivalent to the WTO to monitor the agreement could be especially beneficial.
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115 For proposals to establish multilateral tax agreement and a world tax organization see e.g., Vito Tanzi, Taxation in an Integrating World 140 (Brookings Institution, 1995) (concluding his book with the sentence "There is no world institution with the responsibility to establish desirebale rules for taxation and with enough clout to induce countries to follow those rules. Perhaps the time has come to establish one."). 
Limits Imposed by International Organizations
IV. PORTFOLIO INVESTMENTS
This paper should not be understood as promoting tax competition in general.
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Although it proposes to allow developing countries to engage in tax competition to attract FDI away from developed countries, it suggests forbidding developed countries, such as Ireland, from offering low tax rates that might undercut the developing countries efforts;
and proposes to limit tax competition within the developing countries' group. Moreover, while developing countries might benefit from tax competition that attracts FDI, they are severely harmed by tax competition that attracts portfolio investments. A more limited solution, addressing only the problem of false residency that seems to create a loophole in Professor Avi-Yonah's proposal, might be the following. The source countries, i.e., the countries in which the portfolio investments take place, would be required to impose a forty-percent withholding tax, refundable upon the taxpayer's provision of proof that such income has been reported to the country of residence. But be allowed to keep, say, 10% of the tax withheld, each time a false residency is being exposed. The "real" country of residence would collect the tax and either give the taxpayer a tax credit for the 10% of tax withheld by the source country, or not (if it chooses to use this as a civil penalty for trying to evade its tax, or for administrative simplicity reasons.) This kind of mechanism provides source countries with an incentive to share information with residence countries in order to expose fraudulent residencies.
Otherwise they have an incentive not to share this information, in order to attract investments. Countries are interested in portfolio investments even if they do not tax them. If a 10% withholding tax is found to be too low to offset the above-mentioned incentive, a higher rate of withholding tax should be allowed.
128 See Roin, supra note 49, at 596. 129 Id., at 599.
The difficulty in this proposal is that it requires the participation of all, or at least most, of the developed countries. Otherwise most countries would refuse to commit to it, for fear of driving away portfolio investments to those countries that would not commit.
CONCLUSION
Over the last 50 years, developed countries transferred more than a trillion U.S. dollars to developing countries; yet, the world is more unequal today than at any time in world history and a large share of its population live at subsistence level. The key to raising living standards and reducing poverty around the world is increasing productivity growth in the poorest countries. Economic growth theory experienced a revival about 15 years ago with the development of the "new growth theories." I build on these new understandings, to take an unpopular stand regarding tax incentives, and suggest that developing countries should use them to attract multinational enterprises to strengthen or build their economic markets and institutions (achieve "market discipline"), gain access to technology and benefit from productivity spillovers. Foreign direct investments, in almost any economic sector, enable the host economies to absorb and adopt best international practices in terms of governance and other institutional structures. In addition to promoting sustained growth, multinationals' activities can help developing countries to get out of situations in which they are permanently locked with comparative advantage in traditional low-tech industries, and to fight the "brain drain" phenomenon.
Unfortunately, the spillovers are not automatic. In addition to offering well-designed tax incentives (which might turn out to be a simple uniform low or zero tax rate) the developing countries' governments would have to take non-fiscal actions necessary to allow the country to absorb the FDI spillover effects. The developing country must invest in education, and build the right set of incentives for individuals to succeed, but it is far less demanding than building the good institutions in isolation from the world. Trade with other countries is one way in which the developing country can benefit from spillovers, and FDI is another.
Moreover, I suggest that rich countries should replace some of their foreign direct aid with an equity-based tax expenditure policy, i.e., allow their residents who invest in developing countries to fully benefit from the tax incentives offered by the developing states by exempting these incomes or providing "tax sparing." The proposal transfers revenue from the Treasuries of developed countries to the developing countries, but it is done indirectly and the money is targeted. It is equivalent to giving the governments of the developing countries money that can be used only to attract FDI. The underlying assumption is that governments in general, and in developing countries in particular, lack the capacity to run large industrial and commercial enterprises; hence, promoting growth through multinationals' activity might be more efficient.
The transfers from rich to poor countries can be further intensified by imposing limitation on rich countries' abilities to engage in tax competition with poor countries. A special form of tax harmonization, with a sharp division based on GDP per capita measure for simplicity considerations, can be justified (in addition to any other justification) as part of an inter-nation vertical equity regime transferring wealth from developed to developing countries.
Tax competition could be defined in broad terms -beyond the conventional definition of what constitutes harmful tax competition -to include low corporate tax rates, even if they are applied to domestic and foreigners alike. Ireland, for example, would be required to raise its corporate tax rate to decrease the relative disadvantage that developing countries have when competing against Ireland over FDI.
Developing countries might engage in tax competition as well, undercutting each other's tax preferences. To the extent that we see it as harmful tax competition, we might want to apply similar anti-tax competition rules to developing countries, thus establishing two different harmonized tax levels. One for developed countries and the other for developing countries.
In the meantime, international organizations such as the WTO, the IMF, and the EU should refrain from using their powers to force developing countries to give up tax incentives, and should make it as difficult as possible for developed countries to engage in tax competition with developing countries. The IMF should change its policy of conditioning loans to developing countries on their repeal of tax incentives, and help governments in developing countries to perform the cost/benefit analysis mentioned in Part III above, and design and implement tax incentives that will attract the type of FDI with maximum spillover effects taking into account the specific country's situation.
In Part V I offered a small contribution to Professor Avi-Yonah's proposal to eliminate tax competition over portfolio investments. A proposal that if implemented would be especially beneficial to developing countries.
The proposal presented in this paper should be viewed as four separate parts. The first one is establishing the case for the use of tax incentives. The second is suggesting that developed countries would give exemptions or tax sparing to foreign source income generated by their residents through FDI in developing countries. The third is imposing limits on the abilities of developed countries to engage in tax competition with developing countries. And the forth is limiting tax competition among developing countries. Each of the parts can stand by itself. The adoption of each additional part would increase the proposal's likelihood to succeed in promoting growth in developing countries.
Finally I would like to draw the reader's attention to the interesting fact that there is one country whose recent history supports each and every part of my basic (the first stage) model. I.e., that tax incentives attract FDI; and that FDI promote economic growth; that tax incentives can be limited to foreign investors; and that if they are offered to domestic taxpayers as well, the lost corporate tax revenue can be picked up by other components in the tax system. That country is Ireland. Tax policy was not the only factor that attracted FDI to Ireland, but it sure was the dominant one, and without it nothing would have happened. The people in Ireland were not necessarily exceptionally gifted or equipped for high-tech compared to other European countries. It was the nature of the foreign direct investments that Ireland has attracted with their spillover effects that made it the European leader in software export.
The story of Ireland demonstrates the great potential and optimism that is at the core of the new growth theories. The key to growth is innovation. Therefore, it is only the latest technology that counts, so countries that are behind can catch by adopting the latest technology without incurring the burden of writing off investments in old technologies.
Once the new technology is there, e,g., through FDI, workers in developing countries could have higher productivity than workers in developed countries using older technologies, and could improve the technology by adapting it to their own circumstances and adding new ideas to it. Therefore, growth depends a lot on intelligent people being 130 The CIA World Factbook, supra note 8 (cross analysis 
